Straﬁord FOR LIVE PROGRAM ONLY

Form 709 Gift Tax Reporting of Transfers of Fractional
Interests to Trusts

TUESDAY, FEBRUARY 26, 2019, 1:@060 pm Eastern
IMPORTANT INFORMATION FOR THE LIVE PROGRAM

This program is approved for 2 CPE credit hours. To earn credit you must:

A Participate in the program on your own computer connection (no sharing) dif you need to register
additional people, please call customer service at 1 -800-926-7926 ext.1 (or 404-881-1141 ext. 1).
Strafford accepts American Express, Visa, MasterCard, Discover.

A Listen on -line via your computer speakers.
A Respond to five prompts during the program plus a single verification code

A To earn full credit, you must remain connected for the entire program.

WHO TO CONTACT DURING THE LIVE EVENT

For Additional Registrations :
-Call Strafford Customer Service 1-800-926-7926 x1 (or 404-881-1141 x1)

For Assistance During the Live Program :
-On the web, use the chat box at the bottom left of the screen

If you get disconnected during the program, you can simply log in using your original instructions and PIN.



TIpS for Optlmal Quallty FOR LIVE PROGRAM ONLY

Sound Quality

When listening via your computer speakers, please note that the quality

of your sound will vary depending on the speed and quality of your internet
connection.

If the sound quality is not satisfactory, please e -mail sound@straffordpub.com
immediately so we can address the problem.
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Notice

ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY
THE SPEAKERS® FI RMS TO BE USED, AND CANU
OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THA
MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR
RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN.

You (and your employees, representatives, or agents) may disclose to any and all persons,
without limitation, the tax treatment or tax structure, or both, of any transaction

described in the associated materials we provide to you, including, but not limited to,

any tax opinions, memoranda, or other tax analyses contained in those materials.

The information contained herein is of a general nature and based on authorities that are
subject to change. Applicability of the information to specific situations should be
determined through consultation with your tax adviser.
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Form 709 Gift Tax
Reporting of Transfers of
Fractional Interests to

Trusts

Identifying Fractional Interest Gift Structures, Complying with
Valuation Discount and Substantiation Rules
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|. Gifting Fractional Interests to Trusts

Using Fractional Interests to Obtain Valuation Discounts
Types of Fractional Interests

Statutory Authority

A IRC § 2501: Gift tax

A IRCg§2512(a): #Alf the gift is made in prc
the gift shal/l be considered the amount

A Treas. Reg. § 25.2512-1: Valuation of property--

nSection 2512 provides that 1 f a gift 1s
gift shall be considered the amount of the gift. The value of the property is the
price at which such property would change hands between a willing buyer and
a willing seller, neither being under any compulsion to buy or to sell, and both
having reasonable knowledge of relevant facts. 0

A See also: Treas. Reg. § 25.2512-3: Valuation of interest in business.
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|. Gifting Fractional Interests to Trusts

D. Proportionate value of the asset | f

E. Rev. Rul. 59-60

A Nature and history of entity
A Economic and industry outlook
A Book value and financial condition of entity
A Earnings potential
A Dividend-paying capacity
A Existence of goodwill / other intangibles
A Sales of same interest and subject block of stock
AAl though i1t Is true that a minori tmprei nt el

difficult to sell than a similar block of listed stock, it is equally true that control of a
corporation, either actual or in effect, representing as it does an added element of value,
may justify a higher value for a sp

F. Discounts for lack of marketability and control; control premium
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|. Gifting Fractional Interests to Trusts

G. Identifying fractional interest gifts in trust documents.

H. Trust Transfer Article:

nAII my i nterests in the assets I|iste
assets | ater added to this Trust are r
acknowledges receipt of the current Trust assets and agrees to hold the Trust

Estate as set forth in this tr
l. Schedule A

J. Separate Assignments

K.  Future Assignments: who can transfer, requirements for acceptance

Holland & Knight
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ll. Types of property commonly divided into
fractional transfers

A Real Estate
A Commercial Real Estate
A Industrial Real Estate
A Multi-Family Real Estate
A Large Real Estate Portfolios
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ll. Types of property commonly divided into
fractional transfers

A Real Estate/Operations Hybrid
A Vineyards
A Farms
A Ranches
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ll. Types of property commonly divided into
fractional transfers - continued

A Operating Companies
A Manufacturing
A Distribution
A Multi-Family Real Estate

A Family Limited Partnerships
ALLC

A C-Corp

A S-Corp

ALLP
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ll. Types of property commonly divided into
fractional transfers - continued

A Other closely held assets
A Art
A Investment securities
A Miscellaneous
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I1l. Trusts Funded by Transfers of Fractional Int

A. Any irrevocable trust
A Defective Grantor Trust (Gift/Sale)
A Qualified Personal Residence Trust
A Grantor Retained Annuity Trust
B. Funding language
A Description of property
A 43 shares of Company Inc.

A An undivided Twenty-Six Percent (26%) interest in the real property
located at 123 Drive St.

A AThirty-Five (35%) non-voting membership interest in Family, LLC

A Defined Value/Formula Clauses

Holland & Knight 15



I1l. Trusts Funded by Transfers of Fractional Int

B. Funding language (continued)
A Defined Value/Formula Clauses

A The Wandry Clause (T.C. Memo 2012-88 (March 26, 2012)

I hereby assign and transfer as gifts, effective as of January 1, 2004, a sufficient number of my Units as a Member of Norseman
Capital, LLC, a Colorado limited liability company, so that the fair market value of such Units for federal gift tax purposes shall be as

follows

Name Gift Amount
Kenneth D. Wandry $261,000
Cynthia A. Wandry 261,000
Jason K. Wandry 261,000
Jared S. Wandry 261,000
Grandchild A 11,000
Grandchild B 11,000
Grandchild C 11,000
Grandchild D 11,000
Grandchild E 11,000

1,099,000
Although the number of Units gifted is fixed on the date of the gift, that number is based on the fair market value of the gifted Units,
which cannot be known on the date of the gift but must be determined after such date based on all relevant information as of that date
Furthermore, the value determined is subject to challenge by the Internal Revenue Service (“IRS"). | intend to have a good-faith
determination of such value made by an independent third-party professional experienced in such matters and appropriately qualified
to make such a determination. Nevertheless, if, after the number of gifted Units is determined based on such valuation, the IRS
challenges such valuation and a final determination of a different value is made by the IRS or a court of law, the number of gifted Units
shall be adjusted accordingly so that the value of the number of Units gifted to each person equals the amount set forth above. in the
same manner as a federal estate tax formula marital deduction amount would be adjusted for a valuation redetermination by the IRS
and/or a court of law

Holland & Knight 16






V. Valuation discounts and appraisal
requirements

A Under current regulations, if business conditions exist that cause a
mi nority sharehol derods 1 nterest to
of marketability factors, even in the absence of business and owner
agreements restricting the rights of shareholders, discounts are

appropriate.
A Key is proper i and supported! i application of said discounts.

A Within a comprehensive valuation.
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V. Valuation discounts and appraisal
requirements

A Accepted methods for valuation
A Income Approach
A Market Approach
A Cost Approach

Reasonableness and acceptance of each approach depends on the asset in
guestion.

Income-generating assets (e.g. operating companies) require a different
valuation approach as compared to non-operating assets that may be gifted.

Real property appraisal expertise needed for real estate, art, etc.
A Often plug non-operating appraisals into valuation discount report.
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V. Valuation discounts and appraisal
requirements

A Section 2704 has created turmoil over the years, however:

A The U.S. Treasury Department on October 4, 2017, released a final report
with recommendations for specific actions to mitigate the burden imposed
by regulations previously identified as either imposing an undue financial
burden on taxpayers, or adding excessive complexity to the tax system.

A A related Treasury release states that the proposed regulations under
section 2704 would be withdrawn because they:

Al éwoul d hav eowhed antl opératen busiyesses by limiting
valuation discounts. The regulations would have made it difficult and costly
for families to transfer their busin

Discounts, as long as properly applied, and supportable, are acceptable for
gift & estate tax purposes.
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V. Valuation discounts and appraisal
requirements

AStraight from the horseds mout h:

A https://s3.amazonaws.com/public-inspection.federalreqister.gov/2017-
22776.pdf

A E.O. 137809 further instructs the Secretary to submit to the President by
September 18, 2017, a final report that recommends specific actions to
mitigate the burden imposed by regulations identified in the interim report.
The Secretary published this final report in the Federal Register (82 FR
48013), recommending a complete withdrawal of the proposed
regulations to mitigate their potential burden. To implement the
Secretarybds recommendation, the Tr

withdrawing the proposed regulations.
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V. Valuation discounts and appraisal
requirements I Common Applicable Discounts

Discount for Lack of Marketability (“DLOM?”)

A DLOM may be reasonable in certain situations. Typically, a major component of an investment or
security being valued 1s its marketability. All other things being equal, an mvestment 1s worth more 1f
1t 1s marketable than if 1t 1s not.

Mar ketability has to do with #Athe abil
ownership interest (at whatever ownership level) to cash quickly, with minimum
transaction and administrative costs in so doing and with a high degree of
certainty of realizing the expected am

Many gifted assets do not have readily available public markets.
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V. Valuation discounts and appraisal
requirements

FMYV Opinions Study Summary

SUMMARY OF FMV OPINIONS STUDY FINDINGS

Quintile
One Year Holding Period 3
Discount 1.7% 15.3% 25.9% 35.5%
Market value 139326 157,177 68,217 89,817
Volatility 86.0% 83.7% 93.8% 1122%
Total assets 41,459 30,997 14,631 10,451
Revenue 12,139 11,895 4,966 3,292
Price per share $ 925 § 1013 § 475 §
Quintile
Two Year Holding Period 3
Discount 5.0% 13.4% 21.3% 31.2%
Market value 104,477 67,353 61,714 44,260
Volatility 59.8% 57.5% 68.4% T1.7%
Total assets 40,949 23,794 16,625 10,890
Revenue 14,850 25,368 11,136 10,352
Price per share $ 838 § 763 % 593 %
Both studies excelude transactions sold at a premium over the market price. Market 1 alue, total assets and revenue are in §000s




V. Valuation discounts and appraisal
requirements

Block Size Discount Summary

45.0%

40.0%
40.0%

35.0% 33.2%

30.0%

15.8%

0-10% 10 - 20% 20 - 30% 30 - 40% > 40%
Block Size (% of Outstanding)

Source: bitp:/ | www.bvmarketdata.com/ pdf] CompanionGuide.pdf
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V. Valuation discounts and appraisal
requirements

A The Mandelbaum & Other Factors: In 1995, the US Tax Court ruled in
Bernard Mandelbaum, et al. v. Commissioner of Internal Revenue, TC
Memo. 1995-255, (June 12, 1995) and provided additional guidance in
determining a DLOM. In deciding the case, Judge David Laro provided a
list of factors he believed should be considered in determining an
appropriate DLOM. The ten factors noted by the court were as follows:

1) Private versus public sales of the stock;
2) Financial statement analysis;
3) Companyo6s dividend policy;

4) Nature of the company, its history, its position in the industry and its
economic outlook;

5) Companyds management ;
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V. Valuation discounts and appraisal
requirements

A The Mandelbaum & Other Factors: Continued:

6) Amount of control in transferred shares;

7) Restrictions on transferability of stock;

8) Holding period for stock;

9) Companyod6s redemption policy; and

10) Costs associated with making a public offering.

26



V. Valuation discounts and appraisal
requirements

A Protective Put Analysis

A If a common stockholder were able to lock in the estimated price of the
Investment until the expected liquidity date, the cost of locking in that
price could be studied through put option analysis. A put on the allocated
value would I ock 1 n the common sha
protection from downside risk. If the stock price were lower than the
allocated value over the term, the put would protect the investor from this
downside risk, since the common stock holder would be able to sell
his/her shares at the put strike price.

A Examples:
A Finnerty Model
A Chaffe Model
A European Put

27



V. Valuation discounts and appraisal
requirements

Discount for Lack of Control

A DLOC may be reasonable in situations where the purpose of the valuation 15 to value a minonty
interest, or the method used to determine value produce a controlling-interest value.

The degree of control, or lack thereof, in a specific business or asset can vary
from a small minority interest with no control attributes to a 100.0% controlling
interest. As such, DLOCs vary depending on the types of control attributes
present and the associated prerogatives of control.

28



V. Valuation discounts and appraisal
requirements

Factors impacted by presence or lack of control:
A Elect directors, appoint management and hire employees;
A Determine compensation and benefits for directors, management and employees;

A Enter into/award binding contracts;

A Declare and pay dividends, as well as control other company reinvestment
policies;
A Register stock with the securities regulatory authority for a public offering;

29



V. Valuation discounts and appraisal
requirements

Factors impacted by presence or lack of control (continued):

A Repurchase outstanding stock or issue new shares;

A Buy, sell or hypothecate company assets;

A Make acquisition, divestiture and other related decisions;

A Make policy changes in the company;

A Change terms of the articles of incorporation or operating agreement; and

A Block any of the actions above.
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V. Valuation discounts and appraisal
requirements

Quantifying Control Discounts:
A Closed End Fund Studies

A Mergerstat Review Data

A S&P Capital 1Q, etc.

A Public company transactions
A Observable premium pre and post-announcement
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V. Valuation discounts and appraisal
requirements

Ultimately, the success of applied discounts will rely on:
A Quantitative support
A Qualitative support
A Use of multiple methods of support, where possible
A Making sense both on bottoms-up and top-down analysis
A Connect with all observable context in a reasonable way

32



V. Reporting fractional gifts and discounts

A. Precise descriptions of gift on Form 709

A Consider using an attachment or continuation sheet to describe the
transfer as you might with a GST severance.

B. Use a qualified appraiser; timely appraisal
C. Potential discounts
A Minority / fractional interest (lack of control)
A Aggregation arguments
A Lack of Marketability

A Distinct from minority interest discount (possible for majority
fractional interests)

Holland & Knight 33



D. Important follow-up steps

A Record-keeping: Capital accounts should accurately reflect the transfer

A Income tax reporting: Ensure that the entity
accurate and consistent w/ the transfer (likely Form 1065 and K-1)

* * *
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